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INTRODUCTION
In September 1994, following six months of dialogue and receiving input from approximately 100 profes
sionals and business executives, an Advisory Panel on Auditor Independence formed by the Public
Oversight Board (the “POB”) of the AICPA’s SEC Practice Section (“SECPS” or “section”) issued
its report.
The Advisory Panel had been charged by the POB to determine whether:
The SEC Practice Section, the accounting profession or the SEC should take steps to better
assure the independence of auditors and the integrity and objectivity of their judgments on the
appropriate application of generally accepted accounting principles to financial statements.
The Advisory Panel concluded there is no need at this time for additional regulations or legislation dealing
with auditor independence. The Advisory Panel Report offers over 30 observations and suggestions for
consideration by various participants invoked with the corporate governance processes around financial
reporting.

THE PRINCIPAL ADVISORY PANEL SUGGESTIONS

The Advisory Panel sets forth an ambitious agenda for maintaining and enhancing the quality of financial
reporting by publicly owned entities. There are two critical elements identified by the Advisory Panel in its
analysis—the roles played by client boards of directors and by outside auditors in the financial reporting
process.

CORPORATE GOVERNANCE AND THE ROLE OF THE OUTSIDE AUDITOR
In order to improve the overall financial reporting process and, in so doing, to increase the value of the
independent audit, the Advisory Panel calls for a strengthening of the corporate governance role of boards
of directors and audit committees. The Advisory Panel suggests that the value of the independent audit will
increase if corporate boards of directors and their audit committees hear from the independent auditors
their views as professional advisors on the appropriateness, not just the acceptability, of the accounting
principles used or proposed to be adopted, the clarity of financial disclosures and the degree of aggres
siveness or conservatism of the company’s accounting principles and underlying estimates.
The Advisory Panel calls for independent auditors, in discharging their responsibilities, to view the board
of directors as the client. The Advisory Panel characterizes boards and auditors as natural allies in protect
ing shareholder interests. Therefore, in the Advisory Panel’s view, auditors should communicate to boards
of directors or their audit committees the auditor’s qualitative judgments about accounting principles, dis
closures and estimates. Such communications can presumably add to the board of directors’ effectiveness
in monitoring corporate performance on behalf of shareholders, and provide the board with a better basis
for influencing corporate practices.

SEC PRACTICE SECTION RESPONSE

The SEC Practice Section supports the concept of enhanced communications among the various partici
pants in the corporate reporting process: corporate boards of directors and their audit committees,
management and the independent auditor. Open and complete dialogue among these groups about their
perspectives and rationale for their individual positions on accounting principles, disclosures and estimates
can only benefit users of the financial statements.
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Communications on accounting matters, particularly the discussion of qualitative professional judgments on
accounting principles, must involve all three groups to be effective. The SEC Practice Section believes the
involvement of management with its insight into the business brings a different and meaningful perspec
tive on accounting and reporting matters to the communication between the auditor and the audit
committee recommended by the Advisory Panel. Moreover, board members must assume responsibility to
understand accounting and financial reporting concepts; if their experience has not provided such an
understanding, the auditor should be available to assist in this process.

Senior management, audit committees and boards should regularly and timely seek the independent
auditor's professional views on accounting for new or different transactions and on the company’s financial
reporting processes. The auditor should facilitate these discussions as well as the qualitative discussion on
accounting principles recommended by the Advisory Panel.

The SEC Practice Section agrees with the Advisory Panel’s conclusion that auditing is different from other
professional services, that it carries special responsibilities and, therefore, endorses the suggestion that
accounting firms emphasize the special nature of auditors’ responsibilities to all of their partners, employ
ees, and the public. We especially recognize the need to constantly emphasize and reinforce the value
of the audit. We also endorse the Advisory Panel’s suggestions for improved dialogue on the auditor’s
qualitative assessment of the company’s selection and application of accounting principles and the judg
ments necessary as well as the need to emphasize the responsibilities of the auditor and the related value
of the audit.
This expanded communication by the auditor could result in additional risks to both the auditor and direc
tors, because of possible misguided efforts by plaintiffs to sue on the basis of the judgments discussed with
directors. On the other hand, the SEC Practice Section agrees that it will also result in more informed
directors and therefore improved financial reporting. On balance, therefore, the Practice Section believes
that it is in both the public interest and in the interest of the accounting profession for auditors to discuss
with directors the auditor’s judgments about the quality of a client’s financial reporting. We recognize, how
ever, that terms such as appropriate, aggressive and conservative are the views of individual practitioners
in the context of a specific company. Auditors should make that clear to both directors and management in
their communications.

The Practice Section also agrees with both the Special Panel and the Public Oversight Board, as confirmed
in discussions with both groups, that these communications should be a matter of best practices followed
by auditors, audit committees and directors, rather than being prescribed by new professional standards or
section membership requirements. Such requirements, if they could be developed, would tend to result in
boilerplate language, which is not in the interests of the recipients.
In pursuing the objective of meaningful corporate governance and the communication processes involved
in financial reporting, the SECPS looks forward to working with the Public Oversight Board, the Stock
Exchanges, the Securities and Exchange Commission and other bodies that oversee the effectiveness of our
capital markets to find ways to support proposals such as those made by the Advisory Panel, which should
help boards exercise their stewardship responsibilities more effectively.

The Advisory Panel makes a number of suggestions on corporate governance. Even though all audit
committees and boards do not function alike, everyone could benefit from a focus on Best Practices and
dialogue on accounting principles.

OTHER ADVISORY PANEL OBSERVATIONS

AUDITOR INDEPENDENCE AND ROTATION OF AUDIT FIRMS
The Advisory Panel observed that existing SEC and AICPA independence rules and interpretations ade
quately focus on and guard against relationships that create the fact or perception of a conflict of interests
between auditor and client. The Panel also expressed agreement with previous studies that had concluded
that rules mandating the rotation of audit firms is impractical and unnecessary.
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SECPS RESPONSE
The SECPS agrees with these observations of the Advisory Panel. Moreover, the section
encourages greater cooperation and coordination between the SEC and the AICPA’s
Professional Ethics Division to eliminate and avoid different independence rules to the maxi
mum extent possible.

TECHNICAL CONSULTATION AND GUIDANCE

The Advisory Panel suggests that a “Best Practices” evaluation should be performed to identify effective
policies and procedures that accounting firms have adopted for internal technical consultation, for providing
technical guidance to professional staff and for developing firm positions on technical standards.

SECPS RESPONSE
The SECPS agrees with this suggestion and has directed its Peer Review Committee to identify
and communicate to member firms the best internal policies and procedures for technical
consultations employed by various size accounting firms.

THE LEGAL ENVIRONMENT

The Advisory Panel states that the Securities and Exchange Commission should take a lead role in helping
the accounting profession reduce its exposure to unwarranted litigation.

SECPS RESPONSE

The SECPS urges the SEC to do everything possible to correct the critical problem of unwar
ranted litigation against accounting firms. The potential for adverse consequences to the
nation’s capital allocation system is too great if necessary and appropriate liability reform is not
effected in the near future. We are encouraged by the bills passed by the Senate and the House
of Representatives and are hopeful that reform legislation will soon be finalized.

CONCLUSION
The SECPS commends the Advisory Panel for its thought provoking analysis of auditor independence and
corporate governance. The Advisory Panels observations and suggestions present all participants in the
system of corporate governance—management, audit committees, boards of directors, independent
auditors and regulatory agencies—with a challenge and opportunity to elevate the qualify of financial
reporting. In order to optimize the opportunity, each of these groups should give appropriate consideration
to the challenge the Advisory Panel presents to it and promptly act thereon. The SECPS will work with the
Public Oversight Board in developing an appropriate plan of action for the accounting profession in this
important endeavor. Recognizing that progress requires action by all participants in the corporate gover
nance process, the SECPS will also help other groups address the Panels recommendations directed
to them.
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